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Requirements of a Balance-sheet Audit *
By Charles B. Couchman
One great need of business, particularly in the granting of credit
or in any negotiation for business acquirement, has been met by
accountancy through its introduction of a disinterested third
party in the determination of facts of interest to both debtor and
creditor. In earlier days a bank considering the granting of credit
depended to a large extent upon a statement of the financial con
dition of the debtor prepared by himself. However honest such
debtor might be it is unquestionably true that he would be in
clined to see facts relating to his own business in the most favor
able light, however pessimistic he might be with regard to other
phases of his business. It is further true that a man’s honesty is
not of necessity a measure of his knowledge of the proper display
of financial facts. The history of credit is replete with illustra
tions of marked misstatement of financial facts through igno
rance on the part of the maker of such statements as to the proper
content of the various accounting classifications and as to the
proper measure of such content. Sincerity is not a sufficient
substitute for skill and training.
Gradually there was introduced into the picture the public
accountant to examine the facts of financial interest with regard
to an individual or an organization and to prepare a statement for
credit or other purposes. Such public accountants, realizing the
optimistic leanings that had previously applied to such state
ments, endeavored to establish a proper balance by leaning
equally far upon the pessimistic side. Full weight was given to
every doubt and the element known as conservatism was stressed
to an unreasonable degree. Among many accountants the final
rule of valuation was a simple one; namely, in case of doubt be
conservative. Such a rule has much to recommend it if temper
ately applied. Unfortunately, however, such a rule offers won
derful opportunity to a lazy mind and in fact one might go so far
as to say that in many cases it was used in lieu of painstaking
digging for true facts.
I believe that the accounting profession as represented by its
best elements today may be congratulated upon the fact that it
* Address delivered at a meeting of the Robert Morris Associates, Cleveland, Ohio, October
30, 1928.
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has reached a point where it no longer uses the simple rule above
noted until after it has exhausted all reasonable means of arriving
at a better solution.
The advantages of the certification of financial statements by
disinterested third parties are self-evident. Such a party must
be disinterested in the full sense of that term. He therefore
should not be a partner in the business whose statements he cer
tifies nor if such a business is a corporation should he hold stock
of any material amount. He should also be skilled in the de
termination of accounting facts and in the measuring of their
amounts according to established accountancy rules. He should
bring to bear upon his work not only a theoretical knowledge but
a practical experience based upon the study of many businesses.
He must be acute in the discovery of misstatements either inten
tional or unintentional and in the correcting of errors of omission
and errors of commission. He must know something of the law
as it applies to the determining of the rights and obligations of
his client so far as these affect the client’s assets and liabilities.
These qualifications are presumed to be a part of the equipment
of the public accountant.
I doubt if anyone realizes more fully than does the accountant
the impossibility of expressing the full truth of the financial
condition of a business by means of mere figures. Figures are
hard and inflexible, whereas business facts are complex and highly
volatile. The impossibility of reaching any goal of absolute per
fection in the expression of such facts by means of rigid figures is
well understood by all who have carefully studied the problem
and have experienced the elusiveness of accurate measurement of
facts known to exist. We therefore make no pretense that ac
counting statements are absolute as an expression of financial
condition. However, it is part of the duty of the accountant as
an intermediary between debtor and creditor, or between an
organization and its proprietorship, to use every means of de
termining the value of facts and of making his expression come
as near to the truth as possible. To be over-conservative is
almost as grievous an error as to be under-conservative. Any
marked variation from the truth either one way or the other is
liable to work an injustice to some interested party.
In preparing the balance-sheet of an organization the account
ant has no more right to omit or disregard any ascertained asset
than he has to omit or disregard any ascertained liability. He
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may and should give expression to his opinion regarding the value
of such asset for balance-sheet purposes.
CONSERVATISM

Frequently occasions arise when an organization, because of an
over-conservative balance-sheet, is unable to take certain steps
which might prove very valuable in enabling it to meet its obli
gations to creditors as well as to preserve intact its proprietor
ship interest. Had the statements been made with as near an
approach to absolute truth as possible, in other words, if the maker
of such statements, instead of leaning over backward, had main
tained an erect attitude, the resulting statement might have
enabled measures to be taken which would have protected the
interests of all parties concerned.
I trust I shall not be interpreted as advocating a lack of con
servatism. I certainly have no such intention, but I am advo
cating that the complicated interests of various parties con
cerned with financial statements are such that it becomes the
absolute duty of the accountant to bring his statement as near to
the truth as he can, rather than to adopt the simpler but less just
expedient of failing to give due weight to favorable elements as
well as due weight to unfavorable elements.
It should be recognized that the responsibility of the accountant
is to present the true facts of a financial nature affecting the
organization he audits. Nevertheless there has in the past been
some misunderstanding upon this point. In some quarters there
has been an impression that the accountant owes a greater re
sponsibility to prospective creditors or to prospective investors
than he owes to present creditors and proprietors. The reasons
underlying any such impression seem difficult to determine and
it is my opinion that such an impression is entirely incorrect.
A statement ultra-conservative in character may discourage
prospective creditors or investors but may at the same time be
exceedingly harmful to the rights of those who have already
granted credits or have made investments. I can see no justifi
cation for the accountant’s recognizing any such distinction in
his relative responsibilities. The prospective creditor of today
may be the actual creditor of tomorrow and the prospective in
vestor today may be one of the proprietors tomorrow. Such a
shifting from the prospective to the actual should have no bearing
upon the responsibility of the accountant and I hold that he
22
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should be as mindful of your rights in the one instance as in the
other, being quite sure that you who may be considering the
granting of a new credit have no more rights than you will have
after you have granted such a credit.
The function of the accountant, therefore, is not that of an
advocate representing either one party or another party and in
terpreting facts in the light of favoritism to anyone concerned,
but rather his function is more in the line of a judicial and skilled
determination of the actual condition of financial facts regardless
of whom such determination may favor.
In attempting to arrive at a statement of truth the public ac
countant is faced with the continually recurring problem of valu
ing some item of an uncertain character. In such cases it is of
course true that elements of doubt with regard to valuation must
be resolved against the organization. Expressed differently, if
there is a doubt as to whether an asset should be shown at one or
the other of two amounts, the lower value must be used. Again,
if there is doubt as to whether a liability is binding at one or the
other of two amounts, the greater must be used. However, no
such methods should be adopted unless all efforts have failed to
disclose more definite bases. In other words, the use of the socalled conservative method must not take the place of skilful
diligence on the part of the accountant. It is, as it were, a
method of last resort.
THE BALANCE-SHEET AUDIT

The scope of the balance-sheet audit and the content of the
resulting balance-sheet have been the subject matter of so much
discussion that they are now quite well understood by bankers
and accountants. The bulletin tentatively proposed by the
federal reserve board in 1917 has covered the major essentials so
completely that it is unnecessary at this time to repeat many
of the points contained therein. However, during the years since
that bulletin was prepared there has been a steady development
in the activities of accountancy and it is probable that some re
vision of that bulletin may be desirable to meet the changing
conditions or to cover phases not discussed therein. Committees
of accountants and bankers have been working along the lines of
considering possible changes in the procedure to be followed by
accountants in the preparation of balance-sheets. I hold no
authorization to speak for any such committees or for any
23
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other bodies of accountants. I can speak here only for
myself.
A balance-sheet audit is generally understood to cover a suffi
cient verification of the financial facts and transactions of an
individual or of an organization to enable the accountant to
certify that the completed statement properly presents in his
opinion the financial condition of the business unit named as at
the date indicated. A balance-sheet audit is valuable for many
reasons. It is not, however, a completely satisfying procedure
from many viewpoints. It is not broad enough in its scope to
assure the discovery of defalcation or fraud on the part of the
organization’s owners or its employees. It is entirely possible
for such conditions to exist in an organization and not be dis
closed by balance-sheet audits, even though these be performed
by able accountants. This condition may result in an unex
pected crisis to the organization with a possible resultant loss
to creditors.
Even in this day when business men are presumed to know a
great deal more about accounting than they did in past decades
there still remain many who do not comprehend the significance
of this limitation upon the work of the public accountant. As a
result such men frequently feel that the accountant is responsible
for failure to disclose certain conditions regardless of the fact that
the authorization of the client has precluded that thorough in
vestigation of the records which would be covered in a complete
audit.
Despite this fact the steady increase in the number of balancesheets that are verified and certified by public accountants has
proven of great value to both seekers of, and grantors of, credit.
I believe that this has resulted in the prevention of many losses on
the part of the creditors. Today bankers who bewail losses re
sulting from credits granted on statements submitted without any
independent verification can not expect any lavish expressions of
sympathy from public accountants.
CONFIRMATIONS

In a balance-sheet audit it is usually impossible for the account
ant to determine the existence and the ownership of all assets as
a result of personal verification. This is becoming more true as
the complexities of modern business increase. The accountant,
therefore, obtains the greater portion of his proof of the facts
24
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presented by the use of what are known as confirmations. He
can make no personal verification of the balance on deposit at a
given bank; instead he obtains a confirmation from the depositary
and uses this as a basis of his certainty of the item. Similarly he
obtains confirmation with regard to inventories in warehouses and
on consignment and at various places other than in the custody
of the client. He obtains confirmation with regard to liabilities
and with regard to numerous other items which he displays upon
the balance-sheet. If these confirmations are to be accepted as
final they must be from parties who by such written statements
acknowledge the measure of their responsibility to the organiza
tion or the amount of obligation which they hold binding upon
the organization. There is another type of verification obtained
from disinterested experts in particular fields. The accountant
therefore accepts valuations of certain assets as fixed by the
reports of reputable appraisers. These apply usually to such
assets as land, buildings, machinery, equipment, leaseholds and
the like.
With regard to all these items the accountant becomes a sort
of clearing house for confirmations from third parties with regard
to the existence or the value of certain assets and the amounts of
certain liabilities.
In the past the accountant has accepted and he still is accepting
as the basis of a measure of certain assets confirmations of a quite
different sort; namely signed statements from the proprietor or
from the officers of the corporation. These confirmations par
ticularly apply to the asset, inventory. It is well understood
that a statement from the proprietor of an organization audited,
certifying to the quantity and value of the inventory, is not in the
same classification as certificates from disinterested people.
Accordingly, the accountant must use all the means at his dis
posal within the limits of his authorization to verify the correct
ness of such statements. He tests the accuracy of the quantities,
of the pricing and of the mechanical calculations of extensions and
footings. But in the majority of cases he does not verify by
personal inspection either the count or the classification of the
items in the inventory. I will discuss this more fully later in
this paper.
VARIOUS BALANCE-SHEET ITEMS

Balance-sheets are prepared for many purposes and to some
extent these purposes govern the treatment of certain classifica25

The Journal of Accountancy

tions displayed therein. The general type of balance-sheet, how
ever, in which grantors of credit are interested is prepared on the
accepted basis of going-concern value. This means that the
organization is presumed to continue in periods subsequent to the
date of the balance-sheet in the same general way in which it has
been operating in the past. The balance-sheet, therefore, does
not attempt to display a value upon the basis of forced realization
but rather upon the basis of the expected realization of assets on
the same basis in the future as has been true in the past. The
accountant by the very nature of his work is concerned with the
past and the present and is not a forecaster of the future. There
fore, such adjustments as he makes in the balance-sheet, as, for
instance, the amount that he deducts from accounts receivable
for possible loss in collection, are based upon known present and
past facts.
Even upon this basis there are many items in the current groups
of assets and of liabilities with regard to which practice is not
as yet wholly uniform. It is impossible in the limits of this paper
to discuss all of these but they involve such points as the proper
displaying of cash overdrafts, of notes receivable discounted, of
the complications resulting from loans made by so-called finance
companies which are secured by pledges of receivables, and of the
extent to which accruals are made on intermediary balancesheets—that is, balance-sheets made at other times than at the
close of a fiscal year. The latter point frequently involves many
complications such as the proper accrual of federal income tax and
of liabilities because of commission contracts and items of a similar
character, the basis for which are not fully determinable until the
close of the fiscal year.
Since time does not allow a full discussion of these points I
prefer to accent a few of the items that are of paramount interest
to those who are contemplating the ordinary commercial credit
which is presumed to be repaid within a few months.
It has been my experience that prospective grantors of shorttime credits to whom balance-sheets are submitted are intensely
interested in two items thereon, namely, accounts receivable and
inventory. They want to know exactly what method of verifica
tion of these two items has been followed, as these are the two
classes of assets from which they expect funds to be obtained for
the repayment of their loans. There was a time when such
credit men were more interested in the relation of current assets to
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current liabilities than in anything else, and I have heard such
men state that if these elements were not in the ratio of two to one
there was no basis for credit. They presumably implied that if
the ratio were two to one or better the credit risk was assumed to
be good. That day has largely passed, for credit men have recog
nized that the collectable value within the period of credit granted
is of far greater moment than the mere totals of current assets and
of current liabilities. A large volume of accounts receivable may
not result in prompt cash receipts of a proportionate amount.
To an even greater extent a large volume of inventory may not
result in a sufficient conversion into cash in time to repay the loan
when it matures. Such recognition has resulted in a demand for
more information regarding receivables and inventory than was
expected in earlier years.
ACCOUNTS RECEIVABLE

There are two elements regarding accounts receivable which
are of interest to the grantor of credits: first, the validity of the
amount shown under this heading, and, second, the proper ageing
of the accounts with regard to maturity date. The procedure of
public accountants for verifying the amount of accounts receiv
able is now so well understood that it may be unnecessary to call
attention to the steps involved. The total of the individual ac
counts with customers must not be less than the total shown for
receivables. Tests must be made to satisfy the accountant that
goods have been delivered, or services rendered, to justify these
charges to debtors. All documents relating to such charges im
mediately preceding and following the date of the balance-sheet
must be inspected to assure the accountant that no charges have
been included which do not properly belong in the period preced
ing the date of the balance-sheet. Proper allowance must be
made for all known reductions in the collectable value of such
amounts.
The total shown for accounts receivable in the balance-sheet
must be represented in the records by individual accounts with
trade debtors so kept that the source and condition of the account
may be ascertained therefrom. The accountant must satisfy
himself by such methods as form a part of his skilled procedure
that the accounts so shown on the records have resulted from
sales or other service rendered prior to the date of the balancesheet. He must make similar satisfactory tests to determine
27
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that all remittances brought into the records from these customers
prior to the date of the balance-sheet have been duly credited.
Similarly he must satisfy himself with regard to all other classes
of entries affecting the receivables and must be assured that such
entries are based upon proper transactions or justifiable author
izations so that the resulting receivables represent, so far as he is
able to determine, proper choses in action.
Some business men seem to feel that an accountant in order to
certify to a balance-sheet containing an element of accounts re
ceivable must have obtained confirmation of the amounts by
direct communication with each debtor represented in the list.
Bankers, I am confident, are quite well aware that this procedure
in the verification of accounts receivable is the exception and not
the rule. There are many cases where it is a necessary part of the
investigation but in the general run of balance-sheets prepared
periodically for organizations this step is not taken; first, because
it is seldom authorized by the client, and, second, because in
many organizations it has proven of very little value. This
depends, of course, upon the class of customers making up the
trade debtors of the organization. Many retail houses have
found that such a procedure causes loss of the patronage of many
customers. Other customers get an entirely erroneous idea of
the purpose of such confirmations, resulting many times in the
disputing of a bill that otherwise would have been paid in due
course. Among certain classes of customers the total of confir
mations properly signed and returned to the accountant is so small
that the value of the procedure is open to grave doubt. The
accountant, therefore, in the majority of cases confines his veri
fication of accounts receivable to those steps which are regularly
recognized in the profession as being necessary and have been
found to give a sufficient degree of validity to enable the account
ant to certify that in his opinion the amount so displayed is cor
rect for the gross accounts receivable.
From this amount the accountant must make such deductions
as represent in his opinion a sufficient safeguard for loss in col
lection. Under this heading come such items as cash discounts,
any trade discounts that may have been included, allowances for
returns and items of a similar character, together with an allow
ance for possible loss from bad debts. In some cases certain of
these may be based upon more or less accurate calculation but in
most cases they are estimates based upon past experience. It is
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quite evident that the result is no more than an expression of
the opinion of the accountant as to the proper value to be
displayed in the balance-sheet under the heading accounts
receivable.
Many complications arise in modern business practice and the
accountant frequently has to use very careful judgment in deter
mining what items should and what items should not properly
be included in accounts receivable. In the majority of these
cases, particularly in dealing with accounts receivable resulting
from sales of goods, the uniform sales law adopted by many
states is a reasonably good guide. As an illustration, definite
and bona fide orders which are properly accepted by the organiza
tion, provided the goods ordered have a definite existence and are
owned by the organization and are set aside physically for the fill
ing of these orders and thereby are taken out of inventory, may
properly be included in accounts receivable, although such goods
are still on the floors of the seller awaiting later shipment to the
buyer. This, of course, is only true where the order is so worded
as to allow of this interpretation. By this statement I do not
mean that accountants must include such items in accounts re
ceivable, but rather that there is apparently ample legal justifi
cation for such inclusion. Unfortunately court decisions in this
country have been somewhat vague in their definitions of accounts
receivable and it is difficult to find court decisions that cover ac
curately many of the conditions arising in modern complex busi
ness activities. However, since the introduction of the federal
income-tax laws we have had a great number of authoritative
rulings with regard to income and the fixing of the date when
such income is deemed to arise. Many of these rulings assist the
accountant in fixing more definite rules for the determination of
the proper content of certain items in the balance-sheet. The
general trend of these rulings where income is based upon com
pleted transactions is to the effect that a transaction may be
deemed to be completed when title passes or when possession,
benefits and burden pass, whichever first. In transactions where
the income-tax law, with its attendant supporting judicial deci
sions, holds that income must be reported within a given period,
it seems logical to hold that the corresponding asset is given a
justifiable existence as at the end of that period.
There are numerous other problems facing the modern ac
countant wherein the distinction between what is and what is
29
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not a proper item for asset display necessitates a finer line of
demarcation than was used a few decades ago. So far as ac
counts receivable are concerned there are many lines of activity
wherein these problems are more difficult than in the case of
organizations whose receivables result from the sale of goods.
These arise, for instance, in organizations selling services, in con
tracting companies and in manufacturing organizations whose
product is sold in advance of its construction. As a result ac
counts receivable, in the broad use of the term in the balancesheets of a great variety of organizations making up the credit
seeking world of today, contain many elements beyond the scope
of the earlier interpretation of this classification.
I trust that these remarks may not startle any member of this
organization into thinking that the public accountants are in
cluding in that good old reliable heading of accounts receivable
any weird elements that have no right to be there. Instead I
desire merely to emphasize the fact that the proper determina
tion of the amounts owing to an organization from trade debtors
as at a particular date involves more complicated calculations and
procedures than some business men and perchance some bankers
may have realized. Let me at this point emphasize the further
fact that the public accountant who is faced with the inclusion in
accounts receivable of any element which may be misleading must
so analyze his display and so word the headings under which
amounts are displayed that there should be no doubt in the
minds of the observers of his balance-sheet as to what is included
under each. I sometimes think that perhaps public accountants
have been too stingy in the use of words in their balance-sheet
display. There are times when the failure to add an extra word
or two or a phrase may result in an ambiguity or a misunderstand
ing that could readily have been avoided.
I have stated that the grantor of short-time credits is interested
in two facts regarding the receivables. The first is their validity.
The second is their ageing. Receivables that are perfectly valid
as to origin may be of little value to the grantor of credits if they
are not going to produce a certain percentage of cash during the
period for which the loan is asked. The prompt collectability of
an account receivable is not necessarily assured because the re
ceivable is valid. One method of aiding the proposed creditor in
forming a judgment on this matter is by a classification of the
accounts receivable according to age. This may be displayed in
30
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the balance-sheet proper or it may be made the basis of an at
tached schedule. It may further be supplemented by a schedule
of the ratio of collections to receivables month by month over the
preceding year. Such a schedule properly prepared enables the
observer to draw reasonable conclusions as to the efficiency of the
collection department of an organization and as to the tendency
of its customers with regard to the settlement of their accounts.
Similarly a schedule of the ratio of the month-by-month collec
tions to the sales of the preceding month (if the sales are generally
made on a 30-day basis) or to the sales of the second preceding
month (if the sales are generally made on a 60-day basis) sheds
valuable light upon the probable collections of the organization
in the months succeeding the date on which a loan is asked. If
such a display shows that a large majority of the customers dis
count their bills before maturity date the proposed grantor of
credit to the organization may be much more interested in the
proposition than he would be if the schedule showed that the
customers paid only at the extreme limit of the terms granted to
them or even delayed much longer than that.
INVENTORY

The second class of assets which is considered of major im
portance in the granting of short-time credits is the inventory.
In many organizations, particularly in the smaller companies,
there is very little accounting control over this item. The amount
shown in the balance-sheet is usually obtained by a physical
determination of quantities to which prices are applied based upon
cost or market, whichever is the lower. It is quite well recog
nized that if an organization chooses to be dishonest in the prep
aration of its financial statement this item offers numerous op
portunities for the practical application of that dishonesty.
Again, in cases where the proprietors of the organization are
strictly honest and have no intention of misstating facts there is
nevertheless in the item of inventory an opportunity for the
exercise of that element of optimism which is emphasized today
through slogans and trade articles as being one of the attributes to
be cultivated by business men. As a result prospective lenders
usually view the item of inventory with a doubtful eye and
whether or not they originated from the great state of Missouri
they nevertheless demand to be shown the steps that have been
taken in establishing the truthfulness of the amount.
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I have already stated that accountants frequently have had to
accept for this item the certification of the owners or the employees
of the organization. Frequently they are forced to this step by
the limitations made by the client upon the scope of their in
vestigation. As a result the certificate which they attach to the
balance-sheet must specifically state this limitation upon the
verification they have made. May I emphasize the request that
bankers pay careful attention to limitations in certificates of
accountants whose balance-sheet they are considering. Un
fortunately there are cases where the banker, seeing that a
balance-sheet is signed with the name of some reputable ac
countant, immediately concludes that every accounting proced
ure necessary has been used in the verification of each item in
the balance-sheet and overlooks the specific wording whereby the
accountant has qualified his certificate. While we appreciate the
confidence in our abilities that such action implies, nevertheless
we must call attention to the fact that accountancy has not
reached a point in this country where the public accountant can in
all instances demand from his client unrestricted verification of all
items. That is the goal toward which we are working but until
it is reached our protection must lie in the statement we make,
in our certificate, of the limitations that have been imposed upon
us. This limitation applies more frequently to the item of in
ventory than to other current assets which may appear upon our
statements.
Recently there have been requests that the public accountant
assume complete responsibility for all inventories appearing on
his balance-sheet, such responsibility applying not only to the
pricing and the arithmetical calculations involved but also to the
count and classification of items. There is a very reasonable
doubt of the desirability of the accountant’s assumption of this
responsibility, as it involves factors entirely without the scope of
the knowledge and skill which the term accountancy implies.
It would involve not only the ability properly to determine
quantities in cases where such determination requires a technical
skill beyond mere mathematical requirements, but also knowledge
of the character, condition and usability or salability of detailed
items making up the inventory.
The training and the practice of accountancy lie in the verifi
cation and analysis of financial transactions, the recording of the
results of such analysis and the proper accumulation, interpreta
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tion and display of such results. It is, therefore, concerned
primarily with the records and documents relating to financial
facts. The public accountant, even of the highest calibre, has
found that this is a man-sized job. It requires all of his ability
as a student and as a thinker, and beyond that he realizes that he
has not by any means reached the limits of the subject. It does
not embrace a direct dealing with, nor an intimate knowledge of,
the physical items which may be made the subject matter of such
records. Such intimate knowledge of physical things is a field
outside of accountancy and in fact is itself a field offering op
portunities for a great variety of specialists. The accountant,
however efficient he may be, does not necessarily qualify as an
expert in this field. Therefore, to expect of an accountant the
ability to identify and technically to classify the various items
which may compose the inventory of his client is asking of him a
skill and a training which has no direct relation to his specializa
tion, accountancy.
The technical knowledge of the character and worth of physical
objects is an attribute of a skilled appraiser. An accountant is
not such an appraiser. To master the technicalities of one group
of such physical assets as iron and steel products, textile products,
chemical products and the like requires such a training and study
that the man who succeeds in it may be considered to have ac
complished all that can be asked of an individual. There are
specialists in each of these lines and, if it is necessary that such
assets of an organization be skilfully valued, such an appraiser
should be called upon for that service. Therefore, it is doubtful
if public accountants as a class will be willing to assume responsi
bility for such technical work, nor does the accountant feel that it
is necessary that he should undertake such work. So far as the
ordinary balance-sheet is concerned the accountant must accept
the classification and designation of items in the inventory as
made by the owners or by an appraiser whom they may authorize
to do this work. The accountant is then fully able to make the
remaining tests necessary to enable him to certify to the value
displayed for this item in his balance-sheet. In addition, if the
organization has a proper system controlling its inventory and its
operations the accountant will be enabled to determine with a fair
degree of accuracy whether or not the classifications submitted to
him by the organization are correct. Even the question of sal
ability can frequently be determined with reasonable accuracy
33
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from a proper investigation of such records. It is unquestionably
incumbent upon the accountant where the proper system exists to
make such a study of the situation as will assure him of the sub
stantial accuracy of every element in the inventory. Work of
this character is being done by the leading practitioners of ac
countancy and we believe it is being done with sufficient thorough
ness so that the results are quite generally satisfactory to all in
terested parties. I believe that with the exception of the proper
classification of inventory items and the question of obsolescence
the accountant can properly undertake as complete a verification
of the inventory as of the other items in the balance-sheet.
SURPLUS

There is another item appearing upon the financial statements
of corporations that is of sufficient importance to justify a more
complete treatment than frequently is accorded to it. This is the
element of surplus.
Frequently it appears upon balance-sheets as one amount
without analysis, even though it may have resulted from a variety
of causes other than undistributed earnings. In such a case the
observer of the balance-sheet would be greatly aided if such an
analysis of surplus were displayed as would show him the causes
that had created it.
Frequently the surplus of corporations consists of amounts
resulting from the sale of capital assets, of amounts that have been
produced by the sale of donated stock, of amounts that have been
paid in by stockholders in excess of the par value or the recorded
value of capital stock. Frequently we find that it includes
amounts resulting from a re-appraisal of fixed assets.
If all of these varied elements are combined under the one
heading of surplus without specific analysis, an observer of the
balance-sheet would be justified in assuming that the amounts
represented an accumulation of earnings which had not been
distributed. Such a conclusion, though justified by the form of
the statement, would not be in accordance with the true facts.
Each element of surplus arising from causes other than earnings
should be specifically labeled on the books of the corporation,
and in the display of surplus on the balance-sheet a proper showing
of these various elements composing the total should be given.
Surplus is the most elastic of all elements displayed upon the
balance-sheet and a proper study of it frequently gives valuable
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clues with regard to the efficiency or the conservatism of the
management of the corporation.
I have therefore been surprised that bankers have not de
manded more complete analysis of surplus on balance-sheets
presented to them even for purposes of short-time credit. I
believe that such a demand on their part will prove valuable.
I have mentioned that the banker who grants a short-time loan
is interested in the amount of cash that will be collected by the
organization during the months covered by the loan. He is also
interested, however, in the amount of that cash that may be
absorbed by the operations of the business and, therefore, will not
be available for making repayment to him. If an organization is
losing money, there may be no surplus cash available for him. It
is, therefore, of great aid if the balance-sheet is accompanied not
only by a proper analysis of surplus as it stands at the date of the
balance-sheet, but also by a schedule giving a condensed state
ment of operations, preferably for several years, so that the trend
of the business as well as its position may be made evident.
The idea that I am trying to emphasize is that the balance-sheet
alone does not give all of the information which a prospective
creditor desires to know. I have therefore suggested a number
of schedules which I think should accompany any balance-sheet
presented to the banker. There was a time when business
organizations considered that the complete report of the account
ant belonged to them alone and the only thing they desired to
submit to the banker was a certified balance-sheet. Today there
is an increasing number of demands for additional copies of the
full report so that one may be presented to each banker granting
credit to the organization. I believe that this indicates a happy
spirit of cooperation with the banker on the part of commercial
organizations and it is a feature that should be encouraged.
This is an age of progressive thought. Few of us are content to
abide merely by the customs of the past. We are living in more
or less of a maelstrom of changes and proposed changes. The
accountant can not and does not wish to escape from the inevi
table steps of progress. Suggestions are constantly being made to
him with regard to new and in many cases outre proposals for
changes in his method of presenting accounting facts. In a
recent paper before the American Institute of Accountants I
called attention to some of these proposals and made the state
ment that the profession of accountancy would be foolish to dis
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regard all these no doubt well meant and perhaps well founded
suggestions, but it would be more foolish if it adopted them with
out careful study as to the outcome of such adoption. The basis
of our present balance-sheet values is determined by completed
financial transactions wherein legal right to property or to serv
ices has passed either to or from the organization concerned, plus
consideration of legally binding contracts yet to be consummated.
To this basis we have added certain adjustments, such as sub
stituting for the book value of fixed assets the sound value as
fixed by reputable appraisers; and further we have made some
adjustments as the result of our endeavor to show income and
expenses in their proper periods. We are, I believe, thoroughly
justified in any hesitancy we exhibit in adopting additional modi
fications of this basis, or in the assumption of additional respon
sibilities which we do not feel qualified properly to assume. In
this stand we are mindful not only of the preservation of our pro
fessional integrity but also of the faith and confidence that is
reposed in us by those who accept our financial reports. This
confidence, and the interests of those who have such faith in us,
would be jeopardized if we attempted responsibilities which we
are not qualified by training and experience to fulfil properly.
I believe, therefore, that the banking groups, which form an
important part of those who utilize and depend upon our reports
and to a certain extent base their financial undertakings upon
them, are in agreement with this attitude on the part of the
accountancy profession. We desire to be conservative in the true
and proper interpretation of that word, at the same time carefully
avoiding any ultra-conservatism resulting in injustice to any of
the varied interests which we serve, whose financial status is to a
certain extent dependent upon our findings.
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